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SEC Scrutiny Of Non-GAAP Disclosures Likely To Continue
Law360, New York (March 28, 2017, 10:40 AM EDT) -Just over 15 years ago, the U.S. Securities and Exchange Commission heralded its first
ever cease-and-desist proceedings against an issuer — Trump Hotels and Casinos —
for relying on “materially misleading” non-GAAP disclosures in an earnings release.[1]
Since then, the SEC’s Division of Corporation Finance has continued to apply scrutiny
to the use of non-GAAP disclosures, most recently in a public comment letter
to Allergan PLC issued in January 2017, which stated that the SEC planned to
“consider whether additional comprehensive non-GAAP staff guidance is
appropriate.”[2] With now-President Donald Trump having nominated a new
chairman and poised to appoint two additional commissioners, the priorities of the
SEC going forward remain unclear. However, based on recent and continuing
indications by the Division of Corporation Finance, the Division of Enforcement, and
Acting Chairman Michael Piwowar, non-GAAP disclosures are likely to continue to
draw scrutiny and should be handled with care.
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Generally Accepted Accounting Principles or Not?
Generally accepted accounting principles (GAAP) are generally accepted rules and
principles used by accountants to record transactions and present financial results. In
the United States, GAAP has evolved over time and consists of rules, principles and
pronouncements from the Financial Accounting Standards Board and interpretative
guidance and staff bulletins issued by the SEC’s Division of Corporation Finance.
Publicly traded companies (issuers) in the United States are required to prepare
financial statements in accordance with GAAP and to issue public financial statements
that are audited and presented with an opinion of a certified public accountant.[3]
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Non-GAAP disclosures (also referred to as pro forma reporting), on the other hand,
include financial information that an issuer believes is more representative of its
operations and results than those compiled using GAAP. Typical examples of nonGAAP disclosures include one-time charges for business combinations, or divestitures
and measures such as “earnings before interest, depreciation and amortization”
(EBITDA), which may better measure a company’s cash flow by disclosing earnings
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absent recurring noncash deductions. Management may feel that the use of these
methods provides investors with a more accurate picture of the company’s financial
health. Where the use of such non-GAAP disclosures can be misleading, however, is where they lack
comparability to similarly situated companies and to previous and future years.

Why Use Non-GAAP Disclosures?
Non-GAAP disclosures have earned a bad reputation because they are potentially more susceptible to
manipulation and thus more likely to be used to mislead investors. By definition, they do not conform to
standards that ensure comparability when analyzing a firm or industry’s results. Their continued
existence as a “lawless” disclosure, however, is testament to their ability to provide important
information when used correctly and legitimately. That is, the sole reason that non-GAAP measurements
exist is to provide additional and more insightful information to investors versus what is displayed in
GAAP-compliant financial statements.
In the wake of accounting scandals at Enron and WorldCom, Congress passed the Sarbanes-Oxley Act of
2002 in an effort to rein in certain controversial accounting and auditing practices.[4] In Regulation G,
the SEC promulgated rules to regulate the use of non-GAAP measurements.[5] In May 2016, the SEC
released updated guidance clarifying that a non-GAAP disclosure can be misleading and violate
Regulation G if it excludes non-recurring charges but does not similarly exclude nonrecurring gains.[6]
This highlighted the very issue that had been tripping up issuers for decades — namely, the cherrypicking of nonrecurring transactions such as the one featured in the SEC’s settlement with Trump Hotels
and Casinos, whereby a one-time charge of $81.4 million was excluded from earnings, but a one-time
$17.2 million nonrecurring gain was included in the same pro forma earnings report.[7]
On a more technical level, the guidance also specifically addressed a prohibition on using non-GAAP pershare measures that can be used as a liquidity measure, regardless of how such disclosures are made or
used in a filing.[8] Since 1973, the SEC has prohibited the use of metrics that disclose cash flow on a pershare basis for several reasons — the most fundamental being that such a disclosure may become a
preferred substitute for investors seeking cash-based financial results or is simply misleading on its face
because it implies that such cash flows may be available for direct distribution to shareholders.[9]
Nonetheless, in several of its 2016 filings, Allergan, like many of its peers in the pharmaceutical industry,
included a metric that made several large, noncash adjustments to its operating income and presented
it on a per-share basis. Through several contentious comment letters, Allergan and the SEC fought over
the appropriateness of the metric, culminating in the SEC taking the rare step of indicating in a comment
letter to a single issuer that it would consider issuing industrywide guidance on such measures in the
future.[10]
While the SEC guidance released last year is detailed and technical, the main takeaway is far from
groundbreaking — non-GAAP measures must provide a better way to understand the financial results of
an issuer and not be used to mislead or distort actual financial performance. While these measures are
helpful and can be included subject to the SEC’s guidance, the SEC requires that the corresponding
GAAP-compliant disclosures must be presented with “equal or greater prominence.”[11]
Recent SEC Scrutiny
The SEC has continued to focus on non-GAAP accounting disclosures through the first quarter of 2017,
with more indication that the Division of Enforcement is following the lead of the Division of
Corporation Finance in scrutinizing companies’ use of non-GAAP metrics. It is important that
practitioners have a basic understanding of non-GAAP disclosures — including how they are used
appropriately by issuers to relay important information to investors — because the SEC’s recent actions
indicate that it is poring over filings and collecting evidence to shift from issuing comment letters to
undertaking enforcement actions.[12]

For example, at the end of 2016, the Division of Enforcement’s chief accountant, Michael Maloney,
addressing the American Institute of Certified Public Accountants, indicated that non-GAAP disclosures
are a focus of the Division of Enforcement. While he acknowledged that cooperation with his
counterparts at the Division of Corporation Finance was important, where “there’s enough to open an
investigation, we will.”[13] On Jan. 18, 2017, the SEC followed through on Maloney’s words, bringing an
action against MDC Partners for, among other violations, improper use of non-GAAP measures.[14]
Even without a clear signal from President Trump or his new appointees at the SEC, these three actions
likely portend a continued focus on non-GAAP measures going forward. Issuers should ensure they are
compliant with last year’s updated SEC guidance, and attorneys should be ready to counsel their clients
on responding to SEC inquiries and actions related to their non-GAAP disclosures.
Conclusion
Non-GAAP measurements serve a valid purpose, which is to improve and supplement a company’s
financial disclosures and provide additional comparability between periods and among firms. However,
because non-GAAP disclosures are by definition unshackled from the prescriptions of GAAP, they are
susceptible to potential manipulation and vulnerable to claims that they were used to mislead investors.
Issuers should remain vigilant in ensuring that they are releasing only comparable and useful non-GAAP
measures, or they risk adding their name to a growing list of enforcement actions brought by the SEC.
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